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ABSTRACT 
Until reporting periods ending on or after 31 December 1997, disclosure of 
financial instruments was unregulated in Australia. This thesis examines 
motivating . . factors for Australian firms' voluntary derivative instrument 
disclosures during the unregulated reporting regime spanning 1992-1997. It 
proposes that managers' disclosure strategies are a consequence of explicit and 
implicit contractual arrangements aimed at protecting and enhancing individuals' 
and firms' financial reporting reputations and maximising firm value. 
Aims 
Financial statement preparers' preferences can be revealed through voluntary 
reporting practices andlor lobbying activity. By investigating firms' voluntary 
disclosure practices in response to proposed accounting regulation and 
professional requirements, this study contributes to understanding costlbenefit 
tradeoffs with respect to information disclosures. Specifically, the thesis examines 
two dimensions of voluntary derivative instrument disclosures. The first 
dimension focuses on predicting the degree to which Australian firms comply with 
the disclosure requirements contained in an exposure draA (ED65) and an Industry 
Statement issued by Australian accounting standard setting bodies and the 
Australian Society of Corporate Treasurers (ASCT) respectively. The thesis 
examines disclosures longitudinally, transcending' reporting periods where the 
disclosures are purely voluntary to periods where coercive pressure is exerted on 
firms for transparency in relation to their derivative instrument activities. It tests 
whether changes in derivative disclosures across the different reporting regimes 
are significantly associated with changes in disclosure pronouncements. The thesis 
then tests for systematic differences in the characteristics of high and low 
disclosure firms. The tests use variables grounded in costly contracting theory as 
well as variables developed using a legitimacy framework. This extends the extant 
literature by: (a) s imul~~eous ly  appiying these alternate frameworks; and (b) 
applying legitimacy theory to a financial reporting issue, as distinct from a social 
or environmental issue. 
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Specifically, the research questions addressed in this study are: 
(1) Why, and to what degree, do Australian entities voluntarily comply with the 
derivative financial instrument disclosure requirements contained in ED65 
and the ASCT Industry Statement? 
(2) Are there any systematic differences in the characteristics of entities with high 
disclosure compliance versus low disclosure compliance in relation to 
derivative financial instruments? 
Scope 
The thesis studies the voluntary disclosure responses of Australian financial 
statement preparers to derivative financial instrument disclosure requirements 
proposed by ED65 and the ASCT Industry Statement. Given that regulation 
governing derivative instrument disclosures did not become effective until 
reporting dates on or after 31 December 1997, this thesis studies voluntary 
disclosures in firms' 1992-1997 annual reports. Using a self-constructed 
disclosure index, firms are assigned an integer score determined by the 
presencelabsence in their annual report of a range of derivative financial 
instrument information. The information score relates to policy, risk, and net 
market value disclosures. 
Conclusions 
A change in the number and quality of derivative financial disclosures during 
1992-1997 reporting periods is evident. Early 1990s derivative financial 
instrument disclosures are more likely to be by large firms or firms in the 
extractive industry. The disclosures increase significantly in 1995, coinciding with 
the period when the ASCT Industry Statement and exposure draft are issued. This 
suggests that managers reassess derivative financial instrument disclosure 
strategies in line with the increased probability of mandated disclosure 
requirements and the pressure on financial statement preparers to he professionally 
responsible. Firms subject to public scrutiny and firms with professional 
affiliations with the body issuing the industry statement and the Group of 100 
companies are particularly responsive to the demand for derivative instrument 
activity transparency. Apart from firm leverage, variables grounded in costly 
Abstract v 
contracting theory are generally not significant predictors of derivative financial 
instrument disclosures. 
This study is significant in that the results highlight the potential for professional 
organisations, other than the accounting profession, to influence the content of 
financial information contained in annual reports. This is an important 
consideration for accounting regulators. It indicates the need of regulators to 
respond in a timely manner to financial accounting issues in order to maintain 
their credibility and legitimacy. Whilst other interpretations may be possible, the 
findings also highlight the importance managers attach to firms' derivative 
financial instrument disclosures as a means of personal and corporate reputation 
and legitimacy maintenance and enhancement. Furthermore, the study introduces 
firm attributes that are new to financial accounting disclosure choice studies and 
in doing so demonstrates the benefits of simultaneously applying alternative 
paradigms to voluntary reporting issues. 
Table of Conrents vi 
TABLE of CONTENTS 
Declaration ............................................................................................................ i 
.. Acknowledgements ................................................................................................ 
... Abstract .................................................................................................................. 
Table of Contents ............................................................................................... vi 
Tables. Figures. and Equations ........................................................................... X 
CHAPTER ONE: INTRODUCTION ................................................................................... 1 
1.1 INTRODUCTION ............................................................................................................. 1 
................................. 1.2 DEFINITIONS: DERIVATIVE FINANCIAL INSTRUMENTS 2 
1.3 SPECIFICATION OF THE RESEARCH ISSUE ......................................................... 2 
1.4 MOTIVATION ................................................................................................................ 3 
1.5 SIGNIFICANCE OF THE STUDY ............................................................................... 8 
.......................................................................................................................... 1.6 METHOD 9 
1.7 FINDINGS ...................................................................................................................... 10 
1.8 THESIS STRUCTURE .................................................................................................. 10 
CHAPTER TWO: HISTORICAL PERSPECTIVE OF DERIVATIVE FINANCIAL 
INSTRUMENT RECOGNITION. DISCLOSURE. PRESENTATION AND 
MEASUREMENT ISSUES ................................................................................................... 12 
2.1 INTRODUCTION ........................................................................................................... 12
2.2 DERIVATIVE FINANCIAL INSTRUMENTS AND THEIR ASSOCIATED RISKS13 
2.3 PURPOSE OF DERIVATIVE FINANCIAL INSTRUMENT DEALINGS .............. 15 
2.4 ALTERNATIVE ACCOUNTING METHODS FOR DERIVATIVE FINANCIAL 
INSTRUMENTS ....................................................................................................................... 20 
2.41 FAIR VALUE ACCOUNTING ..................... .. ............................................ 22 
............ 2.42 COSTOR LOWEROFCOST ANDNET MARKET VALUE ACCOUNTING (LOCOM) 23 
2.43 HEDGE ACCOUNTING .......................... .. ...................................................................... 25 
2.44 PREPARERS' AND USERS' PERSPECTNES OF THE ALTERNATIVE ACCOUNTING METHODS26 
2.5 INTERNATIONAL HARMONISATION OF ACCOUNTING STANDARDS ........ 28 
2.6 PROFESSIONAL ACCOUNTING REQUIREMENTS .............................................. 30 
2.61 US PRONOUNCEMENTS .................. ................. 34 
2.62 ~NTERNATIONAL ACCOUNTING STANDARD BOARD PRONOUNCEMENTS ....................... 37 
2.63 AUSTRALIAN PRONOUNCEMENTS .................................................................................. 38 
2.631 ED5 39 
2.632 ED6 40 
Table of Contents vii 
2.633 ASCTlndustry Statement ...................................................................................... 43 
2.634 AASB1033 ..................................................................................................... 46 
2.7 SUMMARY AND CONCLUSIONS ........................................................................... 46 
CHAPTER THREE: THEORETICAL UNDERPINNINGS AND LITERATURE REVIEW 
...................................................................................................................................................... 48 
3.1 INTRODUCTION ..................................................................................................... 48 
3.2 VOLUNTARY DISCLOSURE LITERATURE ........................................................... 50 
3.21 DISCRETIONARY DISCLOSURE THEORIES AND EMPIRICAL STUDIES ............................... 50 
3.211 Discretionary Disclosure: An Information Perspective ........................................ 51 
3.212 Discretionary Disclosure: A Contracting Perspec 
3.213 Empirical Studies of lnformation and Contracting 
55 
3.214 Discretionary Disclosure: A Legitimacy Perspectiv 
3.215 Summary of Disclosure Model 
3.22 EMPIRICAL STUDIES OF DERNATNE 
3.221 Australian Eviden 
3.222 Internationnl Evid 
3.223 Contribution to Extant 
3.23 USEFULNESS OF DERIVATNE FINANCIAL INSTRUMENT DISCLOSURES ........................... 78 
3.231 Stock Price Reaction Studie 79 
3.232 Value Relevance Studies 80 
3.233 Attitudinal Survey 82 
3.3 SUMMARY AND CONCLUSIONS .............................................................................. 82 
CHAPTER FOUR: THEORETICAL MODELS OF CORPORATE RISK MANAGEMENT 
...................................................................................................................................................... 84
4.1 INTRODUCTION ........................................................................................................... 84 
4.2 HEDGING ACTIVITIES AND FIRM VALUE IN PERFECT MARKETS ............. 84 
4.3 HEDGING ACTIVITIES AND FIRM VALUE IN AN IMPERFECT MARKET ... 86 
4.3 1 PROGRESSIVE EFFECTNE TAX RATES ................................ .. .................................. 87 
4.32 EXPECTED FINANCIAL DISTRESS COSTS ........................ .. .......... .... ....................... 88 
4.33 TRANSACTION COSTS ................... .. ................................................................... 90 
4.4 IMPERFECT KNOWLEDGE ................................................................................... 90 
4.5 CONTRACTING THEORY FRAMEWORK .............................................................. 91 
4.5 1 AGENCY RELATIONSHIPS AND AGENCY COSTS 91 
4.52 THE ROLE OF HEDGING IN REDUCING AGENCY COSTS OF DEBT .................................... 92 
4.53 THE ROLE OF HEDGING IN REDUCING AGENCY COSTS OF OWNERSHIP AND CONTROL 
SEPARATION .......................................................................................................... 93 
4.6 ALTERNATIVE MEANS OF MANAGING RISK ..................................................... 95 
4.7 IMPLICATIONS OF DERIVATIVE FINANCIAL INSTRUMENT DISCLOSURES 
96 
4.71 BENEFITS AND COSTS OF DERIVATIVE FINANCIAL INSTRUMENT DISCLOSURES TO 
4.71 1 Agency Cos 
4.712 Political CO 
4.714 Costs Associated with Commercially Sensitive lnformation Disclosures ............ 102 
... 
Table of Contents v111 
............................................................................ 4.8 SUMMARY AND CONCLUSIONS 103 
.......................................................... CHAPTER FIVE: HYPOTHESIS DEVELOPMENT 104 
5.1 INTRODUCTION .................................................................................................... 104 
5.2 VOLUNTARY DISCLOSURE: A COSTBENEFIT ANALYSIS ............................ 105 
5.3 HYPOTHESIS DEVELOPMENT ............................................................................ 106 
5.312 ASCTMembersh 
5.321 Financial Distress and Debt Contracting Costs 
5.322 Alternative Risk Management Practices 
5.33 INFORMATION ASYMMETRY 
5.331 PressCoverage 
5.332 Shareholder Disper 
5.36 FIRM SIZE 
............................................................................ 5.4 SUMMARY AND CONCLUSIONS 139 
CHAPTER SIX: RESEARCH DESIGN ............................................................................... 140 
6.1 INTRODUCTION ..................................................................................................... 140 
6.2 TEST PERIOD ......................................................................................................... 140 
6.3 SAMPLE SELECTION ............................................................................................ 141 
6.4 DEPENDENT VARIABLE MEASUREMENT ....................................................... 145 
6.41 INDEX COMPOSITIO 
6.42 INDEX WEIGHTING 
6.43 INDEX RELIABILIT 
6.44 OTHER DISCLOSURE INFORMATION COLLECTED .............................................. 149 
6.45 LIMITATIONS OF DEPENDENT VARIABLE MEASUREMENT .................... .. ............... 149 
6.5 EXPLANATORY VARIABLE CONSTRUCTS ........................................................ 151 
6.51 LEGITIMACY AND REPUTATION CONCERNS .................................................................. 155 
6.52 NEED TO ENGAGE M HEDGMG ACTIVITIES DUE TO MARKET IMPERFECTIONS. 
CONTRACTING COSTS. AND ALTERNATNE RISK MANAGEMENT PRACTICES ........................... 156 
......................................................................................... 6.53 INFORMATION ASYMMETRY 161 
6.54 INFORMATION PRODUCTION AND PROPRIETARY COSTS 162 
6.55 FIRM SIZE: A CONTROL VARIABL 164 
6.6 SUMMARY AND CONCLUSIONS .......................................................................... 164 
CHAPTER SEVEN: RESULTS AND ANALYSIS ................................................................ 165 
7.1 INTRODUCTION ......................................................................................................... 165 
7.2 DERIVATIVE FINANCIAL INSTRUMENT DISCLOSURES: 1992-1997 ........... 165 
Table of Contents IX 
7.21 NUMBEROF DISCLOSING FIRMS 
7.22 LOCATION OF DISCLOSURES ................................. 
7.23 EXTENT OF THE DISCLOSURES ........................ 
................................... 7.24 TESTS OF THE VOLUNTARY REPORTING DISCLOSURE INDEX 172 
7.3 DESCRIPTIVE STATISTICS AND UNIVARIATE TESTS .................................... 175 
7.31 UNIVARIATE COMPARISON OF FIRM CHARACTERISTICS FOR DISCLOSING ANDNON- 
DISCLOSING FIRMS .............. .. ..... .. ................................................................................ 175 
7.32 ALTERNATNE INDEPENDENT VARIABLE SPECIFICATIONS .......................................... 185 
......................................................... 7.33 ROBUSTNESS TESTING OF UNIVARIATE R SULTS 187 
7.4 MULTIVARIATE TESTS ............................................................................................ 191 
7.41 THE MULTIVARIATE MODEL ...................... .. ............................................................ 192 
7.42 MULTIVARIATE RESULTS ........................ ........ 195 
7.421 Multivariote Results with VRDI as the Dependent Variable ............................... 195 
7.422 Multivnriote Results using Change in VRDI as the Depenllent .......................... 209 
Variable ........................... . ............................................................................................. 209 
7.423 Mulrivariate Results using Rank and Normal Scores as the Dependent ............. 210 
Variabl 210 
7.5 SUMMARY AND CONCLUSIONS .......................................................................... 212 
CHAPTER EIGHT: SUMMARY AND CONCLUSIONS .................................................... 214 
8.1 INTRODUCTION ..................................................................................................... 214 
8.2 REVIEW O F  THE STUDY ....................................................................................... 214 
8.3 FINDINGS O F  THE STUDY ...................................................................................... 217 
8.4 RESEARCH DESIGN LIMITATIONS ................................................................... 219 
................... 8.41 INABILITY TO DIFFERENTIATE USER A N D  NON-USER FIRMS . .............. 219 
8.42 INABILITY TO MEASURE DERIVATIVE FINANCIAL INSTRUMENT USAGE ....................... 220 
8.43 IMPRECISION I  MEASURING UNDERLYING CONSTRUCTS ............................................ 220 
8.5 IMPLICATIONS O F  THE STUDY ........................................................................... 222 
........................................................................ 8.5 1 IMPLICATIONS FOR FUTURE RESEARCII 222 
8.52 IMPLICATIONS FOR STANDARD SETTING ....................................................................... 224 
8.6 CONCLUSIONS ......................................................................................................... 225 
APPENDICES ........................................................................................................................ 227 
APPENDIX 1: GLOSSARY OF DERIVATIVE FINANCIAL INSTRUMENT TERMS .. 228 
APPENDIX 2: GRAPHS DEPICTING FINANCIAL MARKETS' VOLATILITY OVER 
THE 1992-1997 PERIOD ...................................................................................................... 232 
APPENDIX 3: FIRM SIZE AND VOLUNTARY DISCLOSURE ....................................... 234 
APPENDIX 4: INDUSTRY CLASSIFICATIONS O F  SAMPLE FIRMS ........................... 237 
......................................... APPENDIX 5: FINANCIAL RISK MANAGEMENT SURVEY 238 
BIBLIOGRAPHY ............................................................................................................... 241 
